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RECOMMENDATION FOR DISPOSITION ON REMAND
Appearances:

Janmes P. Pieczonka, Administrative Law Judge, presided at a hearing on
remand in the above entitled cause. Special Assistant Attorney General, WIIiam
J. Seitz, represented the Departnent. Ri chard M Lipton and Catherine A Van
Horn of Sonnenschein Nath & Rosenthal appeared and represented the Taxpayer at
the remand heari ng.

Synopsis:
The instant case was remanded followi ng a Menorandum and Decision issued

Cctober 4, 1994 by the Honorable Judge Randye A. Kogan entitled Northwest
Airlines, Inc. v. Department of Revenue, Circuit Court of Cook County, 93 L
50535. Pursuant to Judge Kogan's Order, a remand hearing was held on October 17,
1995. (Transcript ("Tr. p. or pp.")) as provided in Section 100.9600 of the
Departnment's Regul ations (fornmer Section 100.9805). See 86 Ill. Adm Code, Ch.
|, Section 100.2000 et. seq. /' The original admnistrative hearing was
conducted by ALJ Harve D. Tucker, fornmerly with the Departnment (Adm nistrative

Record ("R")).

L On August 23, 1993, the Departnent issued a Notice of Recodification,
I1linois Admnistrative Code, Title 86, Chapter I, Part 100, Incone Tax, which
renunbered rmany of the sections in the Departnent's inconme tax regulations.
Although this matter involves years prior to the recodification, the current
recodified citations are used. The fornmer section nunbers are provided in
parenthesis for reference.



The instant case arose as a result of three protested incone tax audits
conducted by the Illinois Departnent of Revenue (hereinafter referred to as the
"Departnent”) of TAXPAYER A and TAXPAYER B (hereinafter collectively referred to
as "TAXPAYER A', or "Taxpayer"). /? The audits conducted by the Departnent
related to Taxpayer's returns filed wunder the |Illinois Income Tax Act
(hereinafter referred to as the "Act"). See 35 ILCS 5/101 et seq. TAXPAYER A is
cont esti ng, pursuant to the Admnistrative Review Act, three Notices of
Deficiency issued by the Departnent.

The disputed issue of the audits is whether the Departnent properly
i ncluded certain so called Illinois "fly-over" revenue mles in the Illinois
nurer ator of the Taxpayer's apportionnent fraction (hereinafter referred to as
"fly-over" or "overflight" mles). More specifically, the dispute principally
i nvol ves the construction and interpretation of Section 304(d)(1l) of the Act.
The Departnment had concluded that those Illinois fly-over revenue mles should
be included in the nunerator set forth in Section 304(d). Bot h TAXPAYER A and
the Departnent argued their respective positions before Judge Kogan.

In addition to Section 304(d), during the course of this Ilitigation,
TAXPAYER A and the Departnent also nade other arguments as to whether Illinois
fly-over revenue mles should be included under the Act:

a) whet her inclusion is preenpted under the Federal Aviation Act;

b) whether the Departnent is prohibited from including the fly-over

mles by the Illinois Admi nistrative Procedure Act, 5 ILCS 100/1-1 et
seq.; and
c) whet her inclusion would violate the Commerce Clause of the U S

Constitution.
Judge Kogan's Menorandum and Decision reversed as contrary to law, the
ALJ)'s determnation that Illinois fly-over revenue mles are included in the

Illinois numerator under Section 304(d)(1l) of the Act. Her finding was based

2 Pursuant to acquisition and nmerger in 1986, TAXPAYER A is the successor to

TAXPAYER B for purposes of this litigation. (R 1092, Stip. 3.)



upon her interpretation of the language of the statute and the Ilegislative

intent regarding the use of the language "in" this state chosen by the Ceneral
Assenbl y.

The remand to the Departnent for Reconmendation On Remand relates to the
second part of Judge Kogan's analysis. Wil e she found against the Departnent
based on her reading of Section 304(d), Judge Kogan stated that the Departnent
may include overflight mles in the nunerator of the apportionnment formula if
the requirenments under alternative apportionnment under Section 304(f) were net.
Consequently, Judge Kogan remanded this matter to the Department for specific
findi ngs on whether the Departnent has denonstrated the prerequisites which the

Departnent is required to show to invoke Section 304(f) in this case. However

the Section 304(f) issue would be applicable only if it were found that Illinois
fly-over revenue nmles are not required to be included in the Illinois nunerator
under the statutory fornula in Section 304(d). Accordingly, the Departnent

argued the Section 304(f) issue in the alternative in the event there is a
findi ng agai nst the Departnment on the Section 304(d) issue.

In addition to Section 304(d)(1), both parties have also nmade arguments
that Illinois fly-over revenue mles should or should not be included pursuant
to Section 304(f) of the Act. Specifically, it has been argued by both parties
that if Section 304(d)(1) did not support their respective positions, to find
otherwise would not fairly represent the extent of TAXPAYER A' s business
activity in the State of Illinois. The Departnent's position is that a portion
of TAXPAYER A's Illinois business activity would not be nmeasured if the Illinois
fly-over mles were not included under Section 304(d)(1). TAXPAYER A argued
that the fly-over mles activity is separate and distinct from flying into and
out of Illinois airports and an inclusion of fly-over mles under Section
304(d)(1) would not fairly represent the extent of what it considered to be its
[1linois business activities.

In Iight of her order of remand on the Section 304(f) issue, Judge Kogan's

Menor andum and Deci sion did not specifically address other issues raised by the



Taxpayer . She ordered that the remand decision should address other relevant
issues. At the remand hearing, the parties noted recent devel opnents in the |aw
on the argunents and restated their positions as set out in their initial
adm ni strative hearing briefs and arguments since the original hearing of
December 7, 1992. /3

Pursuant to Judge Kogan's Order for a Remand Recommendation, the entire
record and issues in this case were reviewed to determne the effect of her
decision on the other issues in the case. An issue reviewed was the inposition
of the Section 1005 penalty. The inposition of Section 1005 penalties applies
only if Illinois fly-over revenue mles are required to be included in the
[1linois nunmerator under the statutory formula in Section 304(d). The Taxpayer
argued this issue in the alternative only if an ultimate finding in favor of
t he Departnment on the Section 304(d) issue is made.

The issues presented for review are:

1. In the event "fly-over revenue mles" cannot be included under the
provi sions of Section 304(d)(1), whether the Departnent can include certain so
called Illinois "fly-over revenue mles" in the nunerator of the apportionment

fraction pursuant to Section 304(f) of the Act in order to fairly represent the

extent of Taxpayer's business activity in the State of IIlinois?
2. In the event the Departnent properly included the fly-over revenue
mles in TAXPAYER A's Illinois nunerator, whether TAXPAYER A has denonstrated

"reasonabl e cause" to abate the penalties under Section 1005 of the Act for

their underpaynent of tax on the returns as filed?

3 A New Devel opment on the argunents cited was that the Federal Aviation Act
is now at 49 USCA Sec. 40101 et seq. TAXPAYER A's preenption and federal mles
argunments cited were based on the now repeal ed provisions of 49 USCA Appx. Sec.
1301 et seq- (Tr. pp. 33-34) The provisions currently have different statutory
| anguage. Section 1513(f) is now Section 40116(c). Section 1508(a) is now
Section 40103(a). Another New Devel opnent is a significant Commerce Cl ause case
recently issued by the US. Suprenme Court in Oklahoma Tax Commission V.
Jefferson Lines, Inc., 115 S. C. 1331 (1995). (Tr. p. 35-36) Anmong the issues
anal yzed by the Jefferson Lines Court was the difference between apportionment
of a tax base as opposed to a sales tax on a transaction.



Findings of Fact:

1. TAXPAYER A is a Mnnesota corporation with its principal place of
busi ness in Mnnesota. (R 1092, Stip. 2)

2. TAXPAYER A is a commercial air carrier which is engaged in an
i ntegrated passenger and cargo transportation business in interstate conmerce
between cities in the United States and in international commerce. (R 972-975)
The business operates between city pairs through a system of routes in which
Illinois, the United States, and international routes are a part. (R 337-338;
575-581; 972-975)

3. TAXPAYER A conducted operations into and out of Illinois airports,
with regular contact wth Illinois through aircraft |andings, departures,
boardi ng and depl aning of passengers, and |oading and unl oadi ng of cargo. I n
the State of Illinois at any given tinme, TAXPAYER A has sone aircraft in the air
above Illinois on a flight segnment between city pairs it serves, sone aircraft
descending to land, sone taking off, and sonme on the ground I|oading and
unl oadi ng.

4. Taxpayer is a transportation conpany which is required to apply the
apportionnment fornula under Section 304(d) of the Act applicable to persons
engaged in furnishing transportation services. On its Illinois inconme tax
returns as filed, TAXPAYER A apportioned its business income to Illinois
pursuant to Section 304(d)(1) on the basis of a fraction, the nunerator of which
was the Illinois revenue mles of intrastate flights and interstate flights
whi ch stopped or originated fromlllinois airports and the denom nator of which
was revenue mles flown by Taxpayer everywhere. Revenue mles are conprised of
revenue passenger mles and freight ton mles. (R 1097-1098)

5. Taxpayer's returns as filed did not include as Illinois revenue mles
those revenue mles which it considered to be "fly-over" or "overflight" mles
and not Illinois mles. "Fly-over"™ or "overflight" revenue mles are: (1)
revenue passenger mles; and (2) freight ton mles, each of which relate to

flights that do not take off from or land at Illinois airports, but where the



normal route of such flights is over Illinois. (R 1095) |In each instance, the
mleage over Illinois is multiplied by the nunmber of revenue passengers (or
freight ton mles), resulting in "fly-over revenue mles". (R 1082-1087) Such
fly-over mles are included in the denom nator as part of "everywhere" mles.
(R 1082)

6. During the first audit covering TAXPAYER A's 1983 through 1985 tax
years, the Departnent found that the Taxpayer's apportionnment records showed a
category for unknown revenue m|l|es and another category for fly-over mles. The
adjustnent to include Illinois fly-over mles to the nunerator was nmade after
the auditor found that the fly-over mles are not allocated to any other state's
numerator. (R 188, 201-202)

7. During the second audit covering TAXPAYER B's 1985 through 1986 year
end returns, the Department reviewed TAXPAYER B's "Summary of Passenger and
Cargo Statistics by State" and found that TAXPAYER B had a substantial anount of
segment mles for a category called "Of Route". (R 585, 594 (Illinois); R
589, 603, (Of Route); 593, 611 (Al System) The Departnment noted that
TAXPAYER B's originally filed returns only included revenue mles it considered
to be "in" Illinois, omtting the mles it considered to be "over" the State of
Il1linois fromthe calculation. On audit, the Department took the Illinois fly-
over revenue mles into account in calculating the apportionnent factor between
the two categories under Section 304(d), revenue passenger mles and cargo ton
mles. (R 344, 346, 349). The Departnment then nmade cal culations to determ ne
the applicable Illinois nunerator and everywhere denom nator. (R 365, 384-
389). This involved determning the Illinois mles for the portion of the "off

route" segnment state mles which were in the airspace above the State of

Illinois for those city pairs where neither the origination or destination was

an Illinois airport, (R 664-796)
8. During the third audit covering TAXPAYER A's 1986 and 1987 tax years,
an audit adjustnent was nade to add Illinois fly-over mles to the nunerator.

(R 802) Prior to this audit, the other audits had been protested. (R 804-



806) Fly-over mles were included in the revenue mles apportionnment factor
cal cul ation after weighting was done without the fly-over mles (R 822-824)

9. For each audit, the Departnent adjusted the nunerator of TAXPAYER A's
Section 304(d) revenue mles apportionnent fraction as originally filed by
including Illinois fly-over revenue mles in Illinois mles. As adjusted, the
Illinois flight segnments of aircraft flight pairs which normally fly in the
ai rspace above the State of Illinois were included as Illinois revenue mles.
(R 1097-1098)

10. The Departnent's Statenment explaining the adjustnments in the first
TAXPAYER A Notice of Deficiency cited Section 304(d)(1) and referred to the
inclusion of fly-over revenue mles as being nmade to "fairly and reasonably
represent” the extent of TAXPAYER A s business activity in Illinois. (R 1019,
188) The Statenment to the second TAXPAYER A Notice referred to Section 304(d)
and the auditor's report stated that inclusion of the Illinois fly-over nmles

would "nore fairly represent” the Taxpayer's business activity. (R 1072, 802)

11. The Departnment's Statenment attached to the TAXPAYER B Notice stated
that the Section 304(d) one factor revenue mleage factor is adjusted as shown
on an conputation sheet which was attached. (R 1039-1042)

12. In protests to the Notices of Deficiency issued by the Departnent,
Taxpayer made the contrary argument, that inclusion of the Illinois fly-over
mles in the nunmerator would not "fairly represent” their business activities.
In the protest to the first Notice of Deficiency issued in this case, TAXPAYER A
made a contention that inclusion of Illinois fly-over mles in the nunerator
"does not result in a fair representation of the taxpayer's business activity
attributable to the State of Illinois". (R 1031) They argued that reflecting
those mles as Illinois business activity would be "taxing TAXPAYER A incone
which is earned outside of the State". (R 1033-1036) The protest to the second
Notice of Deficiency issued to TAXPAYER A did not make a Section 304(f)

argunent. (R 1076-1081)



13. In the protest to its Notice, TAXPAYER B contended that a "mmjority
of the Illinois fly-over mles have effectively already been included in the
numerator of other state's sales factors thereby resulting in double taxation".
(R 1047) TAXPAYER B stated that "... we need to analyze the application of the
various state formulas to determne if there is a significant anmount of mnl eage
that is being double counted". (R 1048) Taxpayer took the position that
allowing Illinois to include fly-over mles (at least as it relates to sone of
the city pairs) would result in "double counting". (1d.) TAXPAYER B cited
Section 304(f) in support of its contentions and contended that i ncluding
Illinois fly-over mles in the nunmerator is not "properly apportioned"” to |ocal
activities wwthin the State of Illinois. (R 1050-1051)

14. The detailed apportionment percentage calculations associated wth
measuring Taxpayers business activity in Illinois for the years at issue under
each of the different formulas depending on whether Illinois fly-over mles are

either included (as asserted by the Department) and not included (as asserted by

the Taxpayer) in the Illinois nunerator:
WO Fly-Oye Wth Fly-Over M|l es

Year Taxpayer I ncl udgd 9 I ncPudeg E)Ol/o Di fference
12/ 31/ 83 TAXPAYER A . 8883 1.2971 .40
12/ 31/ 84 TAXPAYER A . 7961 1. 2%29 .4
12/ 31/ 86 TAXPAYER A . 5398 1.1224 . 8
12/ 31/ 87 TAXPAYER A . 5764 1.6 38 1. 8

8/ 12/ 8 TAXPAYER B 1.0346 % 4 g 2. 7304
11/ 19/ TAXPAYER B 1.0004 1 1.5277

(Joint Ex. 12-L) (R 1104-1107 (R 1101-1104

15. The total of Taxpayer's incone tax apportionnent percentages for each
of the States, Counties, and Cities in which they filed inconme tax returns were

as follows:

Year Taxpayer Total (%
12/ 31/ 83 TAXPAYER A 28. 0454
12/ 31/ 84 TAXPAYER A 27.1984
12/ 31/ 86 TAXPAYER A 1.8488
12/ 31/ 8¢ TAXPAYER A 4. 8 1

8/ 12/ 8 TAXPAYER B 8 8
11/ 19/ AXPAYER B 40, 115

DOR. Ex. D) (R 184-186; Tr. p. 28)



16. Taxpayer had a substantial percentage of the total revenue passenger
mles ("RPMs") that were either related to international mles or to States for
which they are not taxed. Those States which have elected not to inpose an
income tax on airlines were identified by the Taxpayer as New York, Nevada,

Sout h Dakota, Texas, and Washi ngton. Those percentages were as foll ows:

Year TaxPayer I nt ernati onal Non- Taxi n Tot al % of Total RPM s All ocated
S RPM s States RP RPM s to Int'l or Non-Taxing States
12/ 31/ 83 TAXPAYER A 8, 606, 302, 000 346,472,781 18, 047, 439, 000 49. 61%
12/ 31/ 84 TAXPAYER A 10, 308, 106, 000 305, 269, 126 20, 131, 360, 000 52. 72%
12/ 31/ 86 TAXPAYER A 12,623, 442, 000 468, 657, 203 29, 640, 133, 000 44. 17%
12/ 31/ 87 TAXPAYER A 14,124,133, 000 685, 247, 653 39, 788, 542, 000 37.22%
1-11/86 TAXPAYER B 152, 680, 792 302, 150, 446 11, 918, 085, 162 3.82%

Taxpayer Ex. 14) (R "1017; Tr. p. 29) (R 1017)

17. The Departnment issued Notices of Deficiency to Taxpayer follow ng
three separate audits. (R 1018-1021; 1038-1043; 1070-1075) Taxpayer filed
protests and a requested a hearing. (R 1027-1037; 1044-1054; 1076-1081)

18. On Septenber 10, 1992, a consolidated hearing on the taxable years
covering the three audits was held before former Admnistrative Law Judge, Harve
D. Tucker, at the Departnent's Chicago Ofice. Speci al Assistant Attorney
CGeneral, WIlliam J. Seitz, represented the Departnent. Ri chard M Lipton and
Frederic S. Lane of Sonnenschein Nath & Rosenthal appeared and represented the
Taxpayer at the hearing in this matter.

19. A Joint Stipulation of Facts (1091-1107), Joint Exhibits 1-A through
12-L (R 1018-1090), Departnent Exhibits A through AQ (R 179-1015), and
Taxpayer Exhibits 13 and 14 (R 1016-1017) were introduced into the record.
The Departnent presented the testinmony of Audit Supervisor Thomas E. Donnell ey.
(R 14-54). TAXPAYER A presented the testinony of three w tnesses, TAXPAYER A's
Director of Flight Services, WTNESS A (R 54-89), TAXPAYER A's Manager of
Customer Service at Chicago O Hare Airport, WTNESS B (R 90-112), and TAXPAYER
A's Director of Income Taxes, WTNESS C (R 113-135). Fol | ow ng the hearing,
both parties submitted Briefs in support of their respective positions. (R
1108- 1161 (Departnent); 1162-1228 (Taxpayer)) An oral argument was held before

ALJ Tucker on Decenber 7, 1992. (R 138-177)



20. WTNESS C testified as to the positions taken in filing and conputing
the Illinois apportionnent factor nunerator on the Illinois returns as filed. In
filing the returns, he stated the position was taken that Section 304(d) does
not expressly require the inclusion of Illinois overflight mles. (R 120).
Gven the absence of |I1llinois regulations, case law, or other published
authorities, they took a position on the Illinois returns which excluded the
Illinois fly-over revenue mles from the returns. In reporting their Illinois
revenue mles nunerator, they took the position that the proper conputation only
required the reporting of Illinois revenue mles fromcity pairs originating or
departing from Illinois airports. The Taxpayer also felt their position was
consistent with the position they successfully took in a Mntana Suprene Court
case issued to themprior to the filing of their Illinois returns. (R 121-122)

21. Administrative Law Judge Harve D. Tucker issued a Reconmendation for
Di sposition uphol ding the proposed assessnents of the Departnent of Revenue. (R
1344-1364)

22. On the issue of the statutory interpretation of Section 304(d) of the

Act, ALJ Tucker st ated:

Activities in Illinois airspace are in Illinois. There is nothing in
the statute to support the taxpayer's view that only the Illinois
flyover mles of originating and departing flights should be included
in the nunerator. By considering those mles as being in Illinois
while considering flyover mles as being over Illinois is making a
di stinction not contenplated by the statute... (R 1348) (enphasis
original)

23. ALJ Tucker cited Section 304(f) and further stated:

... Although neither party need rely on Il TA Section 304(f) to support
its position, the regulation thereunder provides |anguage basic to

apportionment theory. The regulation uses such ternms as "fairly
represent” and "equitable allocation and apportionment”. These are
the objectives of any apportionnent formula, whether they are the
"standard" nethods of IITA Section 304(a)-(d) or the nore subjective

nmet hods aut horized by Il TA Section 304(f). (1d.)



24.  ALJ Tucker upheld the inposition of +the Section 1005 penalty

concl udi ng:

The taxpayer has not presented any docunentation or other comnpetent
evidence to denonstrate that the standards of reasonable cause have
been net to justify abatenment of the penalty. The taxpayer's
position is not consistent with the |anguage of Section 304(d).
Neither is it consistent with any other state Suprene Court decision
based on simlar statutory |anguage. The penalty is sustai ned. (R
1363- 1364)

25. The Acting Director of Revenue issued a Notice that adopted the
Recommendation on May 4, 1993, and the decision became final on June 3, 1993.
(R 1343) Taxpayer filed a tinmely conplaint for Admnistrative Review in the
Circuit Court of Cook County on June 7, 1993.

26. This matter was heard on adm nistrative review before the Honorable
Randye A. Kogan. The parties raised six issues regarding whether findings in
ALJ Tucker's decision were proper. The six challenged findings were that:

a) Il1linois overflight mles are included in the nunmerator of the

I1'linois apportionment fornula under Section 304(d) of the Act;

b) The Departnment did not violate the Illinois Admnistrative Procedure
Act ;
c) The Deficiency Notices conplied with the statutory requirenents and

the Departnment could cite Section 304(f) as an alternative theory in
support of the inclusion of fly-over mles in the Illinois
apportionnent numerator;

d) Federal |aw does not pre-enpt the inclusion of Illinois fly-over
mles in apportioning i ncome under the Act;

e) The Commerce Clause of the U S Constitution is not violated by
Illinois' inclusion of fly-over revenue mles; and

f) Penal ties under Section 1005 of the Act should be assessed.

27. Judge Kogan's Menorandum and Decision made a finding on the first

i ssue. Her statutory construction analysis concluded that neither the |anguage



of the statute nor the legislative intent indicates that overflights are
included in the |anguage of Section 304(d). Judge Kogan found that the ALJ's
decision to include overflight mles in the nunmerator pursuant to Section
304(d) is contrary to law. (slip op. at 18)

28. Judge Kogan concluded that "the plain neaning of Section 304(d) as it
is witten would not include overflights as 'in this state

"". (slip op. at 15)

Her opi ni on was based upon the legislative intent she found after her

n n

exam nation of the word in used in the statutory |anguage of Section
304(d)(1). She determned that "[t]he plain neaning of 'in' does not include
‘over' and further is a limtation on a geographical area, not an expansive
one". (slip. op. at 15)

29. Judge Kogan stated that the words "in this State" in Section 304(d)
apply a geographical limtation to the apportionment fornmula as applied to
airlines which limts the nunerator to only revenue mles from flights between
city pairs where the aircraft arrives and departs from Illinois airports.
Applying the rationale of a direct sales tax case, Standard Oil Co. v.
Department of Finance, 383 IIll. 136 (1943), to an apportionnment formula, she

stated that:

The words "in this State" are also present in Section 304(d); the
word "overflight" is not. Therefore, it may be concluded that there
is a geographical limtation as to specific revenue mles that are to
be included in the nunerator of the apportionnent fornula.

Overflights are not included. (slip op. at 16-17)

30. Finding that the legislature provided only for apportionnment on

flight mles "in" this State, Judge Kogan concluded that the |anguage it chose
to use in Section 304(d) indicates an legislative intent to not include such
flights in the numerator. (Slip op. at 18)

31. Judge Kogan remanded the case to the Departnent for a nore specific
finding on the issue raised as to whether the Departnment possesses the neans to

include overflight mles in the nunmerator of the apportionnment fornula under

Section 304(f) of the Act. (slip op. at 23)



32. Not wi t hst andi ng, her order of remand on the Section 304(f) issue,
Judge Kogan's Menorandum and Decision did not specifically address the other
i ssues raised by the Taxpayer. She ordered that the supplenmental decision should

address those issues when relevant. (slip op. at 23)

Conclusions of Law:

I. Overview of Statutory Framework.

In general, when a corporation conducts business in nore than one state, a
guestion arises as to how much inconme is derived from each of the states where
busi ness is transacted. Under the apportionnent nethods contained in Article 3
of the Act, fornmulas are used to conpute the percentage of a corporation's
busi ness conducted in the State of Illinois. See Sections 304(a)-(f).
Consistent with a uniform act, the Uniform Division of Inconme for Tax Purposes
Act ("UDITPA"), a fraction conposed of an Illinois numerator and an everywhere
denom nator is calculated for each corporation doing business in Illinois. This
percentage is then nultiplied by the corporation's total taxable business incone
(tax base) in order to determ ne the portion of taxable income earned within the
state.

Apportionment does not increase or decrease the tax base (total taxable
i ncone) . It is a method of calculation for determ ning what portion of that
i ncome was earned in each of the states in which a taxpayer transacts business.
The Illinois Supreme Court has previously found the General Assenbly's intent

behi nd those apportionnment fornulas as:

[t] he purpose of the uniformact and article 3 of the Illinois act is
to assure that 100% and no nore or no |ess, of the business inconme
of a corporation doing nmultistate business is taxed by the states
having jurisdiction to tax it. GTE Automatic Electric, Inc. v.
Allphin, 68 Ill. 2d 326, 369 N E.2d 841, 845 (1977). See also Dover
Corporation v. Department of Revenue, 271 IIll. App. 3d 700, 648
N. E. 2d 1089, 1094 (1st Dist.), appeal denied, 163 Ill. 2d 552 (1995).

Generally, Section 304(a) of the Act directs that nultistate corporations

doing business in Illinois mnmust apply a three factor apportionnment fornula,



based on property, payroll, and sal es when apportioning business incone to the
State of Illinois. The General Assenbly has provided for special apportionnment
formulas for corporations in the insurance, financial, and transportation
busi nesses to use in apportioning their income. See Sections 304(b)-(d).

Conpani es such as TAXPAYER A which are furnishing transportation services
are required to apportion their business inconme using the special apportionment
formula in Section 304(d) of the Act. Section 304(d) is set out in genera
terms because the General Assenbly intended that it apply to the diverse types
of transportation conpanies doing business in |Illinois such as airlines,
rail roads, barges, bus lines, trucking firms, and pipelines. The apportionnent
formula for transportation service conpanies in Section 304(d) uses a fraction
based on revenue m | es.

Section 304(d)(1) of the Act provides in part:

...business incone (other than that derived from transportation by
pi peline) shall be apportioned to this State by nultiplying such incone by
a fraction, the nunmerator of which is the revenue miles of the person in
this State and the denom nator of which is the revenue miles of the person
everywhere. (enphasi s added)

Section 304(d)(1) defines a "revenue mle" as "the transportation of 1 passenger
or 1 net ton of freight the distance of one mile for a consideration". (enphasis
added) Where a person is engaged in the transportation of both passengers and
freight, the ratio is weighted between revenue passenger mles and revenue
freight mles.

The Section 304(d)(1) dispute concerns whether the | anguage "revenue m|les

in this state" includes the Illinois "fly-over" mles. TAXPAYER A argues
that Illinois fly-over revenue mles are not revenue mles "in this state" and

therefore are not included in the calculation of the revenue mles attributable



to Illinois in the numerator. /* Judge Kogan found on this principal issue in
the case on the statutory interpretation of Section 304(d) by reversing the
decision of the ALJ as contrary to |law. Northwest Airlines, Inc. v. Department
of Revenue, No. 93 L 50535 (Cctober 4, 1994).

Both parties agree that TAXPAYER A is required to apportion its business
inconme to Illinois under Section 304(d)(1). However, as pointed out by Judge
Kogan, both parties reach opposite results as to how the statutory |anguage
shoul d be construed. (slip op. at 13) The Section 304(d) arguments differ in
the focuses of the parties upon how the statute and evidence in the case should
be interpreted.

TAXPAYER A's construction was that the phrase "in this State" contained in
Section 304(d)(1) distinguishes between revenue mles "in" Illinois and revenue
mles "over" Illinois. Because overflights are over, and not in, Illinois, fly
over revenue mles cannot be included in the nunerator of the apportionnment
fraction in Section 304(d). As drafted, Section 304(d) includes in the

nurer ator of the Taxpayer's apportionnment fraction the revenue mles which are

in I[1linois, but does not include fly-over revenue mles which are "over"

Illinois. Therefore, the nunmerator of the apportionnment fraction is limted to

mles "in" Illinois: Illinois mleage on flights that land in or take off from
I1linois. TAXPAYER A's testinmony at the original hearing was consistent wth
its focus that "in" Illinois refers to physical contact with the ground on a

flight by flight basis.

TAXPAYER A argued that the General Assenbly has recogni zed the distinction

between flights "in" a State and flights "over" a State in other non-taxing
statutory provisions relating to specifically to aircraft. This distinction
4 The issue of the inclusion of Illinois fly-over mles does not nean that

Illinois is not levying a tax on overflights or on transactions relating to a
flight. The Section 304(d) apportionnment nethod neasures the anmount of the tax.
The General Assenbly uses revenue niles to neasure business activity. The
subject of the tax is the taxpayer's incone derived fromthe many factors that
go into how nuch net incone an airline derives (e.g., |abor costs, debt service,
fuel costs, fares, etc.)



was viewed as an indication of a legislative intent to draw a distinction in the

Act . Further, the Illinois fly-over revenue mles are "nowhere" mles flown in
a strictly federal environment. Such aircraft are flying in federal airspace
over the State of Illinois and there has been preenption under the federal
statutes fromtreating overflights as miles in Illinois.

The Departnment's construction was that the phrase "in this State" contained
in Section 304(d)(1) can only be interpreted by including all revenue mles in
the airspace above the State of Illinois, including fly-over mles, in the
numer ator of the apportionnment fraction as mles "in" Illinois. This position
is consistent with the plain |anguage of the statute and the intention of the
General Assenbly behind Article 3 of the Act. The Departnment argued that to
otherwi se interpret the scope of Section 304(d) would create an inconsistency
between the airline industry and other taxpayers which furnish transportation
services. The Departnent's focus was on the overflights as being one part of an
integrated nultistate business of operating an airline and revenue m |l es neasure
that activity anong Illinois and other states.

The Departnment argued that unless fly over niles are assigned to sone
state, TAXPAYER A has incone that is not apportioned to any state, in effect
creating "nowhere" mles, generally mles between the departure state and the
arrival state. While the inclusion of international and non-taxing state niles
in the denom nator makes 100% apportionnment imnpossible, the inclusion of
Illinois fly-over miles in the nunmerator works towards that objective. Finally,
there has been no preenption under the federal statutes.

The General Assenbly has provided a relief provision under Section 304(f)
of the Act where if the statutorily required formula does not "fairly represent”
the extent of a taxpayer's business activity in Illinois, adjustnments in the
statutory formula may be made.

Section 304(f) of the Act provides:

(f) Alternative allocation. If the allocation and apportionnent
provi sions of subsections (a) through (e) do not fTairly represent the



extent of a person's business activity in this State, the person may
petition for, or the Director nmay require, in respect of all or any
part of the person's business activity, if reasonable:

(1) Separate accounti ng;

(2) The exclusion of any one or nore factors;

(3) The inclusion of one or nore additional factors which
fairly represent the person's business incone; or

(4) The enployment of any other nethod to effectuate an
equi tabl e al l ocati on and apportionment
of the person's business incone.

(emphasi s added)

The Departnment's regulations in Section 100.3390(c) sets out the burden and
standard of proof required to be applied to a party seeking invoke Section
304(f). See Lakehead Pipe Line Co. v. Department of Revenue, 192 IIll. App. 3d
756, 549 N.E. 2d 598 (1st Dist. 1989), appeal denied, 129 IIl. 2d 564 (1990)

For taxable years ending on or after January 1, 1986, Section 1005 of the

Act provides that:

...If any amount of tax required to be shown on a return prescribed
by this Act is not paid on or before the date required for filing
such return (determned without regard to any extension of time to
file), a penalty shall be inposed at the rate of 6% per annum upon
t he tax underpaynent unless it is shown that such failure is due to
reasonable cause. This penalty shall be in addition to any other
penalty determ ned under this Act. (enphasis added)

I11. Section 304(f) Alternative Apportionment.

As noted above, Judge Kogan found in favor of TAXPAYER A's construction of
the Section 304(d)(1l) statutory apportionnment fornula. Judge Kogan further
stated that her analysis did not cease with her conclusion on Section 304(d).
During the litigation, both the Department and the Taxpayer had raised the issue
of whether inclusion of Illinois fly-over mles would nore "fairly represent”
the Taxpayer's level of business activity in Illinois.

Nei t her the Departnent nor Taxpayer fully devel oped and presented argunents
as to Section 304(f) as an alternative theory (i.e., depending on the Section

304(d) conclusion) to either include or exclude Illinois fly-over revenue mles.



The October 17, 1995 remand hearing allowed both parties the opportunity to
present their respective cases on the issue. The Departnent presented their
argunent based on the evidence in the record. As they had done at the original
adm ni strative hearing, the Taxpayer argued against the Departnent's invocation
of Section 304(f) and filed a Taxpayer's Trial Brief on Adm nstrative Renand
("TP Remand Brief")

Pursuant to Judge Kogan's order, this matter was remanded to specifically
consi der whether the Departnent has denonstrated the prerequisites it would be
required to neet in order to invoke Section 304(f) wunder that theory. In the
event Illinois "fly-over" revenue niles cannot be included in nunerator under
Section 304(d), the instant issue is whether, in the alternative, the Director
should grant the Departnent's petition for alternative apportionnment relief
under Section 304(f) of the Act on this record.

After a review of the evidence in the record, the Admi nistrative Law Judge
finds and recomends to the Director that the Departnent cannot invoke an
alternative apportionnment method including Illinois fly-over revenue mles in
the nunmerator under these facts because it has not shown the prerequisites which
are necessary for Section 304(f) relief. On the remand record, it has not been
denonstrated by "clear and cogent" evidence that applying the statutory Section
304(d) fornula (assumng that a proper interpetation of Section 304(d) would
exclude Illinois fly-over revenue mles fromthe nunmerator) |leads to a grossly
di storted result under the facts of this case. G ven the size of TAXPAYER A's
denom nator, the Department is unable net its burden of show ng that the Section
304(d) statutory fornmula as found by Judge Kogan operates unreasonably and
arbitrarily in under-attributing to Illinois a percentage of inconme which is out
of all proportion to the business transacted in the State of Illinois.

Section 304(f) of the Act provides for the use of certain alternative

apporti onnment formulas:



[i]f the allocation and apportionment provisions of subsections (a)
through (e) do not fairly represent the extent of a person's business
activity in this State... (Enphasis added)

The circunstances under which Section 304(f) may be invoked are governed by
the Departnent's regulations in current Section 100.3390(c) (former Section

100. 3700(a) (4)) /> which further provide in part that:

... This subsection permts a departure from the required nethods
appl i cabl e under *** Section 304(a) through (d) *** only where such
met hods do not accurately and fairly reflect business activity in
Illinois. An alternative apportionment method under this subsection
may not be invoked, either by the Director or by a taxpayer, merely
because 1t reaches a different apportionment percentage than the
regularly required TfTormula. However, if the application of the
statutory formula wll Jlead to a grossly distorted result In a
particular case, a fair and accurate alternative nmethod is
appropriate. * * * The party (the Director or the taxpayer) seeking
to utilize an alternative apportionnent nethod has the burden of
show ng by clear and cogent evidence that the statutory fornmula would
result in the taxation of extraterritorial values. * * * The burden
will be nmet only if the statutory fornmula is denonstrated to operate
unreasonably and arbitrarily in attributing to Illinois a percentage
of income which i1s out of all proportion to the business transacted
in this state. * * * Finally, the party seeking to use an alternative
apportionment formula must prove that such nmethod fairly and
accurately apportions incone to Illinois based upon business activity
in this state. (Enphasis added.)

To justify utilization of an alternative fornula in a particular case, the
application of the statutory forrmula required by the Act nust reach a grossly
distorted result. The fact that applying an apportionnment nethod other than the
statutorily required nmethod may result in a higher (or lower) anmount of incone
subject to taxation is not of |egal significance. The I1llinois Suprenme Court,
in addressing the issue of distortion, held that a taxpayer nust prove

distortion by clear and cogent evidence, and that the burden of proof is not

di scharged by relying on bare percentages alone. Citizens Utilities Co. v.
Department of Revenue, 111 Ill. 2d 32, 488 N.E. 2d 984, 992-993 (1986).
5, Ef fective on Novenber 1, 1993, the Departnent adopted Section 100.3390 in

t he regul ati ons. See Section 100.3390(a) through (i). It sets out new procedures
to be used by the Director in nmaking determ nations regarding petitions seeking
alternative apportionnment under Section 304(f) of the Act. Current Section
3390(c) requires the sane burden of proof as in fornmer Section 100.3700(a)(4).



Section 304(f) is being invoked here only if the Illinois fly-over revenue

mles are not considered to be "in" Illinois under Section 304(d). In addition

to their argunents (discussed below) on the burden of proof, Taxpayer argues

that if revenue mles are not "in" Illinois for purposes of Section 304(d), the

n n

Illinois overflights cannot constitute "business activity" in" Illinois for

pur poses of Section 304(f). (i.e., based on the same argunents they made

n

relative to the Section 304(d) numerator, in" Illinois under Section 304(f)
refers to physical contact with the ground on a flight by flight basis and
further, the overflight aircraft are operating in federal airspace) (TP Renand

Brief at 7-11) Wiile it is true that the "business activity" which the

Departnment seeks to include as "in" Illinois under Section 304(f) (the Illinois
fly over revenue nmiles) was not found to be "in" Illinois by Judge Kogan under
Section 304(d), it is not clear whether the sanme neaning would apply in a
statutory construction of Section 304(f). As discussed Dbel ow, t he

reconmmendati on made herein regarding the invocation of Section 304(f) is founded
upon the Taxpayer's other argunment regarding the evidence in the record and the
burden of proof in the Departnment's regul ations. /°

If the Departnent cannot include the Illinois fly-over revenue niles under

Section 304(d), to invoke Section 304(f) it has the burden of denonstrating that

exclusion of Illinois fly-over revenue mles from the nunmerator under Section
®, A case raised by both parties was Delta Air Lines, Inc. v. Director of
Revenue, 908 S.W 2d 353 (Md. 1995). The Delta Air Lines decision was rendered
on Cctober 24, 1995 and was raised as a New Devel opment by the parties. The

Departnent stated at the COctober 17, 1995 remand hearing that it did not believe
that the case would be relevant to either side because the M ssouri statute is

narrower than the Illinois statute. (Tr. p. 37). The Taxpayer cited Delta Ailr
Lines as supporting the proposition that TAXPAYER A s overflights which do not
use any Illinois facilities also do not result in business activity in Illinois.

(TP Remand Brief at 12) The Mssouri statute is narrower because it apportions
"revenue from each service" that involves the use of "facilities in this state".

V.A.MS. Section 143.451.4 For that reason, the Delta Ailr Lines case does not
provi de additional support for TAXPAYER A s contention that Illinois fly-over
flights are not business activity in Illinois. The Delta Air Lines Court

interpreted the statutory term "service" as used in the Mssouri statute and
held that it does not require Delta to include ml|eage that does not use a
M ssouri facility in the apportionnment fornula. Id. at 356. Gven this
hol ding, the Court did not reach the issue of whether M ssouri overflights are
"in" Mssouri.



304(d) would operate to unreasonably and arbitrarily under-attribute to Illinois
a percentage of inconme which is out of appropriate proportion to the business it
transacted in this state. Exclusion of the Illinois fly-over revenue nmiles from
the nunerator would otherw se underrepresent TAXPAYER A's Illinois business
activities.

As a prelimnary matter, the Departnment had two possible alternatives
relative to a Section 304(f) petition in this case. First, given that the fly-
over revenue mles (as well as other "nowhere" mles such as international
mles) are not being included in any state, the Departnment could have taken the

position that all such mles should be excluded fromthe everywhere denom nator.

See Section 304(f)(2) Second, consistent wth their Section 304(d)(1)
argunents, the Department could continue to make the nore limted argunment
seeking to include only the Illinois fly-over revenue mles in the numerator

See Section 304(f)(3), (4) The Departnent's argunments were directed towards the
| atter approach. (Tr. p. 8)

Regarding the first alternative, the Admi nistrative Law Judge agrees wth
the parties' statenents in both the testinmony at the original hearing and in
oral argunents that exclusion of all "nowhere" mles fromthe denom nator would
actually create a distortion against the Taxpayer. (See e.g-. Tr. pp. 7-8, 22-
23; R 25 (testinobny of the Audit Supervisor, M. Donnelley)) However, as
di scussed below, reaching this determnation to not adjust the denom nator and
focus only upon the nunerator prevents the Departnent from sustaining its burden
of proof by clear and cogent evidence under the second alternative approach.

The distortion wunder the first alternative would result Dbecause the
Taxpayer's incone is in part reflective of activities throughout its entire
route system donestically and internationally. The Act starts wth the
Taxpayer's federal taxable incone as earned fromits entire activities. Thi s
can be shown in this case because the amounts from Taxpayer's US-1120 were
applied as the starting point on Taxpayer's 1L-1120 returns as filed. (R 217,

253, 320, 393, 452, 533, 825, 898) Even though "nowhere" revenue mles flown



over the Pacific Ocean or Canada would not, by definition, be in the nunerator
of any state, to fail to reflect those activities in the denom nator would
create an inconsistency Dbetween the measuring of their business activity and
Taxpayer's incone earned fromits various activities. As Taxpayer Ex. No. 14
shows, the amount of international revenue passenger mles ("RPMs") s
substantial, over 40% of the total RPMs for TAXPAYER A. (R 1017)

The Departnment presented its argunents under the second alternative. Their
Section 304(f) argunments were narrow y focused upon the nore Iimted argunent of
including Illinois fly over revenue mles in the Illinois nunerator. (Tr. p. 9)
The activities the Departnment is seeking to reflect in the nunmerator are the
Il1linois mles of city pairs that normally fly over the State of Illinois
(between the border of Illinois to the other border of Illinois as these flight
pairs fly through its route system. (Tr. pp. 10-11)

As noted above, in determning whether the Departnment has satisfied its
burden of proof, the regulations and case |law requires a show ng "by clear and
cogent evidence" that Section 304(d) as interpreted by Judge Kogan reaches a
grossly distorted result. The regul ations state that this burden will be net
only if the statutory fornula (excluding Illinois fly-over revenue mles from
Section 304(d)) is denmonstrated to operate "unreasonably and arbitrarily” in
attributing to Illinois a percentage of income which is out of all proportion to
the business transacted in the state and the application of Section 304(f)
"fairly and accurately" apportions incone to Illinois based upon business
activity in the state.

Applying the regulations to the particular facts in this case, the
exi stence of "nowhere" mles alone would not justify the application of Section
304(f). Section 304(f) may not be applied "nerely because it reaches a
different apportionnment percentage than the required statutory formula".
Section 100.3390(c) Nor may Section 304(f) be applied nerely because the
required formula results in a "gap" in apportioning inconme. Taxpayer's counse

argued that the facts here are consistent with those in Lakehead Pipe Line Co.



v. Department of Revenue, 192 IIl. App. 3d 756, 549 N E.2d 598 (1st Dist. 1989),
appeal denied, 129 IIl. 2d 564 (1990). (Tr. pp. 31-32) The Adm nistrative Law
Judge agrees that the analysis in Lakehead is applicable to this case.

As in this case, Lakehead involved the interaction between Sections 304(d)
and 304(f). |In Lakehead, a 1.4452% vari ance between the formnmula proposed by the
Departnent and the formula proposed by the Taxpayer was not found to constitute
gross distortion. Lakehead, 549 N. E. 2d at 603. In this case, only the TAXPAYER B
1986 year returns (2.7304% and 1.5277% are above that anount which was found to
not justify application of alternative apportionnent. Further, of those
TAXPAYER B returns, the only TAXPAYER B return with a significantly |arger range
of apportionment percentage difference than what was found to not constitute
gross distortion in Lakehead was TAXPAYER B's August 12, 1986 return. However
that return may not be reflective because it is a short year return (date
TAXPAYER B was purchased by TAXPAYER A) and there may be other issues which
explains why the difference results prior to TAXPAYER B being purchased by
TAXPAYER A. The evidence here is not "clear and cogent" that application of
Section 304(d) as interpreted by the Taxpayer leads to a grossly distorted
result.

As noted above, this results because the Taxpayer's revenue mle
denom nator is so large that an adjustnment to the nunerator to include the
Illinois fly-over revenue mles would not have a l|large overall inpact on the
Illinois apportionnment percentage. It is recoomended to the Director that
under the facts of this case, the Departnent cannot invoke an alternative

apportionment under Section 304(f).

I11. Section 1005 Penalty.

TAXPAYER A argued in the alternative that if the Illinois fly-over revenue
mles in dispute are properly included in their Illinois nunmerator under the
Act, no Section 1005 penalties should be inposed on those anmpbunts. ALJ Tucker

sustained the Departnent's proposed inposition of penalties under Section 1005



of the Act for failure to pay the anpunt of tax required to be shown on their
Form I L-1120"s on or before the due date of the return. Penalties were found
to be due because he concluded that the Taxpayer's failure was not due to
"reasonabl e cause"

An issue made rel evant by Judge Kogan's opinion is whether the Taxpayer had
offered sufficient evidence of reasonable cause to abate the Section 1005
penalties proposed in the Notices of Deficiency for the years ended in 1986
through 1987. TAXPAYER A's earlier briefs and evidence in the record are
relevant in light of Judge Kogan's Menorandum and Deci sion. (slip op. at 23)
TAXPAYER A relied on its prior briefs and oral argunents, both in the initial
adm ni strative hearing and on appeal, as to those issues. (Tr. p. 33; TP Renmand
Brief at 11)

The Departnment has not adopted any regulations as to what constitutes
reasonabl e cause to abate the Section 1005 penalty for years ending prior to
January 1, 1994. L7 Under federal case |aw, "reasonable cause" includes taking
a good faith position on a tax return. See |I.R C. Section 6664(c). In general
if there is an honest difference in opinion between the taxpayer and the IRS
regarding the correct amount of tax, no penalty was inposed. As a result, no
penalty should be inposed due to a deficiency arising from a good faith tax
return position with regard to law or facts. See e.g Ireland v. Commissioner,
89 T.C. 978 (1987); Webbe v. Commissioner, 54 T.C. M 281 (1987); Balsamo V.
Commissioner, 54 T.C. M 608 (1987).

The Taxpayer argued before ALJ Tucker that even if they are required to
include Illinois fly-over revenue mles in the numerator of their apportionnent

fraction, the resulting underpaynent was due to "reasonable case" and they

& The Departnent has adopted regul ati ons on what constitutes reasonabl e cause
relating to the Uniform Penalty and Interest Act [35 ILCS 735/3-1 et seq.]. See
Part 700, Uniform Penalty and Interest Act, Subpart D, Reasonabl e Cause. Under
Section 700.400 of the regulations, the nost inportant factor to be considered
in making a determnation to abate a penalty will be the extent to which the
taxpayer made a good faith effort to determne his proper tax liability. Thi s
is considered to be nmet if the taxpayer exercised ordinary business care and
prudence in filing their returns.



should not be subject to the penalty under Section 1005 of the Act. Their

reasonabl e cause argunent was based on four nmain points:

a) Section 304(d) (1) of the Act does not expressly require the inclusion
of Illinois fly-over mles in the nunmerator of the apportionnent
factor;

b) There has been no regul ati ons pronul gated under Section 304(d)(1);

c) There is no Illinois case | aw on the issue; and

d) There are cases involving the Taxpayer from other jurisdictions which

have held that fly-over mnmles should not be included in an
apportionnment fornula.

TAXPAYER A argued that their reliance on those cases, given the |lack of any
Illinois law on the subject, constitutes reasonable cause and precludes the
i nposition of penalties for failure to include fly-over mles in the nunerator
of the apportionment forrmula. (See R 1176-1177, 1224-1226; TP Adm n Hgs Bri ef
at 15-16, 63-65)

There are at least three portions from Judge Kogan's decision which are
relevant to the issue of the inposition of the Section 1005 penalties. Her
deci sion supports TAXPAYER A's contentions that they took a good faith tax
return position at the tine the returns were fil ed.

First, Judge Kogan found in favor of the taxpayer on their argunents
relative to the statutory |anguage of Section 304(d). This ruling is relevant
in that Judge Kogan reached the same conclusion from a reading of the |anguage
of Section 304(d): that the nunerator of the apportionment fraction only
includes Illinois revenue mles which are in Illinois and does not include
Illinois fly over revenue niles which are over Illinois. This finding supports
WTNESS C s testinony as to their decision to interpret Section 304(d) in the
manner they chose to file (i.e., by taking the position they are not expressly
required to include the Illinois fly-over revenue mles). Wile it is true that
the Department is mmking the contrary argunent that Section 304(d) does not

expressly authorize TAXPAYER A's reading of the statute either, Judge Kogan's



deci sion supports the conclusion that the Taxpayer woul d have exerci sed ordi nary
busi ness care and prudence nmaking the decision to take that position on the
returns as filed. (R 120)

Second, Judge Kogan noted the absence of legislative history to determ ne
if the legislature intended to include overflights in the Section 304(d)
apportionment forrmula. (slip op. at 15) This supports the Taxpayer's decision
given that there were also no published rules or regulations specifically
instructing the Taxpayer on conputing Illinois fly-over revenue nileage. Because
the Taxpayer examned and relied on the authorities that existed when the
returns were filed, and none of the authorities were specifically contrary to
Taxpayer's position, Taxpayer exercised ordinary business care and prudence in
deciding to interpret Section 304(d) by excluding the Illinois fly-over revenue
mles fromthe nunerator of its apportionment fornula.

Third, in the "Other Jurisdictions' Authority” portion of her opinion,
Judge Kogan noted the rationale with regard to tw state court decisions in
which fly-over mles were determined to not be includible in the nunerator.
(slip op. at 18-20) Both involved the Taxpayer as a party and were applied by
Judge Kogan to her Section 304(d) analysis. ALJ Tucker had found both cases,
Northwest Airlines v. State Tax Appeal Board, 720 P.2d 676 (Mynt. 1986) and
Republic Airlines, Inc. v. Department of Revenue, 464 N W 2d 62 (Ws. App.
1990) to be distingushable. (See R 1348-1349, fn. 4) /® Particularly in the

case of the Montana decision (the only out-of-state case which had been issued

8, ALJ Tucker noted in his Recommendation that there was an Oregon Suprene
Court case, Alaska Airlines, Inc. v. Department of Revenue, 769 P.2d 193 (O.
1989), cert. den., 110 S. C. 717 (1990), which analyzed and rejected a
di stinction between revenue nmles "in" and "over" a state. (See R 1350) The
Alaska Airlines Court held that Oregon fly-over nmles were properly includible
in the Oregon nunerator of the apportionnment factor. |In objecting to the use of
overflight tinme to determne a portion of the value of aircraft property in
calculating their property tax assessnents, Alaska Airlines was arguing that
Oregon fly-over mles are not "within" Oregon. See ORS 308.550(2), 308.555.
The Alaska Airlines Court specifically addressed and rejected the Taxpayer's
argunent that an overflight is not "in" Oegon. See Alaska Airlines, 769 P.2d
at 197-198 However, it should be noted for purposes of this Section 1005
penalty reasonable cause analysis that this decision was issued after the
returns in dispute in this case were fil ed.



before any of the Illinois returns in this case were filed), this supports the
Taxpayer's argunent that WTNESS C had exercised ordinary business care and
prudence in taking a position consistent with those cases. (R 122)

Rel ative to the authorities fromother states, the analysis for purposes of
"reasonabl e cause"” is not whether either is dispositive of this case. (See R
1186-1188; 1224-1226; TP Admin Hgs Brief at 25-27; 63-65) The issue is whether
those cases support TAXPAYER A's contention that it had exercised ordinary
busi ness care and prudence at the tinme of filing its returns in order to
denonstrate a sufficient showi ng of "reasonable cause" to abate the Section 1005
penalty in any event.

VWhile it is true that the Department argues in this case that the Mntana
Supreme Court's decision in Northwest Airlines v. State Tax Appeal Board, 720
P.2d 676 (Mont. 1986) is distinguishable due to the procedural manner in which
it was presented adm nstratively to the Mntana Courts and because the result
was dependent on issues specific to the three factor Mntana statute and
regul ation involved, the fact is that it was the only published state suprene
court decision which had considered the fly-over issue at the tinme the 1986
returns were filed in 1987. (R 122) Further, by the time TAXPAYER A's 1987
return was filed in 1988, the issue relative to Illinois fly-over revenue mles
and Section 304(d) was in dispute in an Illinois court. /°

In addition, Judge Kogan also favorably noted Republic Airlines, Inc. v.
Department of Revenue, 464 N.W 2d 62 (Ws. App. 1990) (slip op. at 20) In that
case, the issue was whether the Wsconsin statutes authorized the inposition of
a sales and use tax on food and beverage transactions taking place on aircraft

flying over W sconsin. The Republic Court reviewed the l|legislative intent of

° The admi nistrative hearing on the first TAXPAYER A protest had originally
been postponed pending the result in United Airlines, Inc. v. Sweet, Circuit
Court of the Seventh Judicial GCircuit, Sanganon County, No. 88-CH 13. The
conplaint in that case raised the sane fly-over mles issue as here. Although

the case was dismssed by the parties without a ruling, it is significant
relative to Section 1005 penalties for the 1987 year because the issue was in
di spute in the Illinois courts at the tine the 1987 return was filed. (R 197,

1052- 1054)



the sales and use tax statute's definition of "in this State". See WS. A Sec.
77.51(6) As in the Mntana situation, this indicates that the Taxpayer had a
difference of opinion on this issue in another state. This supports the
conclusion that the position being taken on Illinois returns as filed was taken
in good faith.

It is recoomended to the Director that assuming that the fly-over revenue
mles are properly includible in the Illinois nunerator under Section 304(d),
TAXPAYER A has denpnstrated that their failure to include Illinois fly-over
mles in the Illinois nunerator is due to "reasonable cause". Taxpayer had an
honest difference of opinion with the Departnent. Taxpayer's position taken on
its returns as to the inclusion of Illinois fly-over revenue mles in the
numer ator was taken in good faith. Consequently, TAXPAYER A exercised ordinary
busi ness care and prudence in filing its returns. Particularly relevant on this
record follow ng Judge Kogan's opinion, the Adm nistrative Law Judge finds that
the Taxpayer has shown reasonable cause for the positions taken on their

returns. It is recommended that Section 1005 penalties be abated.

RECOMMENDAT ION:

The Adm nistrative Law Judge recommends to the Director of Revenue to
uphol d and reconpute the subject Notices of Deficiency based upon the foll ow ng
findi ngs:

1. After a remand hearing under Section 304(f), a review of the evidence
in the record and the burden of proof required by the Departnent's regul ations,
it is recomended to the Director that the Departnent cannot invoke an
alternative apportionnment method including Illinois fly-over revenue mles in
the numerator under the facts of this case. It has not been denonstrated by
clear and cogent evidence that applying the statutory Section 304(d) fornula
(assum ng that a proper interpetation of Section 304(d) is in fact that Illinois
fly-over revenue mles cannot be included in the nunerator) leads to a grossly

distorted result which would allow the Departnment to apply Section 304(f) in the



alternative. Gven the size of TAXPAYER A s denom nator, the Departnent is
unable met its burden of showing that the statutory Section 304(d) formula as

found by Judge Kogan operates wunreasonably and arbitrarily in under-attributing

to Illinois a percentage of income which is out of all proportion to the
busi ness transacted in the State of Illinois.

2. It is recomended to the Director, assumng that the fly-over revenue
mles are properly includible in the Illinois nunerator under Section 304(d),

that TAXPAYER A has offered sufficient evidence of reasonable case to
denmonstrate that their failure to include fly-over mles in their Illinois
nunmerator is due to "reasonable cause", therefore, the Section 1005 penalties

shoul d be abat ed.

Dat e:

James P. Pieczonka
Adm ni strative Law Judge



